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OPl NI ON

This appeal is made pursuant to section 25667
of the Revenue and Taxation Code fromthe action of the
. Franchise Tax Board on the protest of Fullerton Savings
and Loan Associ ation against proposed assessnents of
.additional franchise tax in the anounts of $163. 20,
$6,842,81 and $8,893.68 for the income years 1959,, 1951,
- and 1962, respeciveBt.y, and pursuant fo section 2&077
of the Revenue and Taxation Code from the disallowance
by the Franchise Tax Board of the clains of Fullerton
Savings and Loan association for refund of franchise
tax in the amounts of $6,188.22, $6 860.],'7 $1,463.26
and $5,385.75 for the income years 19 9, 1960, 1961 and
1?62, respectively. The refund claims were deened dis=-
al | owed pursuant “to section 26076 of the Revenue and.
‘ Taxation Code since the Franchi se Tax Board did not act
on them within six nonths after they were filed.'
‘\k‘/

Yy



Appeal of Fullerton Savings and Loan Association

tion

1927, \
Taxation Code and the corresponding regulation, in 1959
appellant changed to the reserve method of cla rhing bad
Section 24348, subdivision (a), provides
"There shall be allowed as a deduction debts

debt deductions.
in part:

o Aéapellant Fullerton Savings and Loan Associa-
Is a Cal

ifornia corporation which was created
Pursuant to section 24348 of the Revenue and

in

which become worthless within the income year; or, in

the discretion of the Franchise Tax Board, a reasonable
addition to a reserve for bad debts."

title 18, California Administrative Code; states in parts.

(3) Rules Governing Use of Reserve Method.
In determining the ratio of losses to out-
standing loans_for income years, beginning
after December 31, 1958, amoving averageis
to be employed on a basis of 20 years experi-
ence, including the income year. This period
of time was selected since it represents a
sufficiently long period of an associationt's
experience to constitute a reasonable cycle
of good and bad. years. However, in
the moving average experience factor an asso-
ciation may use an average experience factor
based on any 20 consecutive years after the
year 1927; provided, that for "any 20-year
period selected the association must use its
own bad debt loss experience for the years
that it was in existence during the period
selected and the average bad debt loss
experience of similar associations located
in this State for such years as are necessary
to complete the 20-year period. Associations

+ which- have not been in existence 20 years,

.~ see subparagraph (3)(ii). The percentage so. ...
;* obtained, whichever factor is used, applied . .0
to loans: outstanding at the close of the in- ..

come year, determines the ‘amount of permis-. .= ..
+ sible reserve in the case of an association” .- :*'.""

changing to the reserve method in such year

+os and the minimum reserve which an associa- ..© &%
~tion will be entitled to maintain in future ..+ "~
ears.... An association following a change --.: .-
0 the reserve method of accounting or which. ..=...*
. continues such method for determining bad - n:
© debts, .may continue to take deductions from~”: '

gross income equal. to. the current moving

average or the alternative -average percentage ..
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Adppeal ' of Fullerton Savings gnd Loan Association

of actual bad debts times the outstanding
loans at the close of the income year, or
an amount sufficient to bring the reserve
at the close of the year to the minimum,
mentioned above, whichever is greater.
Such continued deductions will be allowed
only in such amounts as will bring the
accumulated total at the close of any in-
come year to a total not exceeding three
times the moving average loss rate or the
alternative method rate applied to out-
standing loans....

* kx %

(11) ... If such association has not
been in existence during all or part of
either of the 20-year periods described
at the beginning of this paragraph, it
must use an average bad debt loss experi-
ence factor consisting of its own bad debt .
losses during the years for the period .
selected plus the average bad debt losses -
of similar associations located in this
State for such years as are necessary to .
complete either of the 20-year” periods
selected, The average bad debt losses
of such associations for the years 1928
to 1947, inclusive, has been determined
by the Franchise Tax Board to be 0.6
percent. The average bad debt loss for
each year from 1928 to 1947, inclusive,
iIs as follows..,. The statewide average
loss allowance is applicable for all income
years beginning after December 31, 1958.

. The above statute and regulation represent a policy

substantially identical to the federal policy in effect
during the years in question.

In its returns for the income years 1959 and .
1960 appellant claimed additions to its reserve account
which were“computed by use of a_.,15325 percent average
bad debt loss experience factor.” This™ factor resulted
from appellantts determination of its own bad debt loss
experience over the period 1928 through 1947. For the
income years.1961 and 1962 appellant Initially claimed
additions which were computed by use of the tentative
«5 percent statewide average bad debt loss experience
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factor for the above 20-year period. Subsequently appel-
lant concluded that it should be allowed to compute the

reserve additions for all of the above income years by

use of the finally determined statewide factor of .6

percent. /Accordingly, appellant filed claims for refund.

Appellant contends that use of the statewide
factor is justified because it is impossible to accurately
determine the bad debt losses suffered by the association
from 1928 through 1947.  Appellant states that during
the depression years its management took elaborate and
often illegal measures to conceal bad debt losses or to
postpone their occurrence. This was allegedly done to

~ preserve appellant® public ima_(%e, avoid bankruptcy, and

" to prevent a takeover by the California Building and Loan
Commissioner. . The management "doctored" or disposed of
records, delayed foreclosures, personally purchased bad -
debts, and refinanced loans and then lent the borrowers
additional funds so that they could pay the interest.
Appellant states that as a result of these actions the
available records for the above period indicate much
smaller losses than those which the association did, in
fact, experience.

_ After reaudit of appellant® returns, the
Franchise Tax Board determined that appellant was not
entitled to use the statewide factor but rather should
have computed the additions bg use of its own 1928
through 1947 average bad debt loss experience, which

that board determined to be .15275 percent. Accordingly
respondent issued deficiency assessments for the income
years 1959, 1961 and 1962. Whether the Franchise Tax
Board® determination was correct is the first issue of
this case. Alternatively appellant takes the position
that if this board holds that appellant must compute the
additions by use of its own experience during the above
20-year period, then its proper average bad debt loss
experience factor is .263041 percent, r ather than .15275
percent as determined by respondent. Whether appellant3
alternative position is correct raises the second issue
of this case.

In respect to the first issue, we do not think-
that ap]JoeIIant was justified in using the statewide ‘
factor for theuge:-iod extending from 1928 through 1947.

. Regulation 213 (az) explicitly states that an association
must use its own bad debt loss experience for the years
during the 20-year base period in which the association
was in  existence. - In the case of_Northem Bak, T.C.
Memo. y Decs 3, 1962, the taxpayer argued that 1t should
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Appeal Of Fullerton Savings and Loan Associ ation

. be allowed to use substituted |oss experience for the
years 1928 through 1936 because the bank's prior manage-
menthad failed to wite off many bad debts which
occurred during that period. The Tax Court stated that
it believed that the federal rulings were reasonable
and held that the bank nust use its own experience.
The use of substituted |oss experience has al so been
denied in cases where bad debt |osses during the depres-
- sion years were kept very low by the prior management's
conservative loan policy,  which was subsequently |ib-
eralized. (First National Bank of La Ferig, 24 T.C.
- 429, aff'd per curiam, 234 F.2d 8683 Union National
Bank & Trust Co. of Elgin, 26 T.C 537.)_ And the use
of such borrowed experience for the initial year(s) O
a bank's existence, when |osses were very |ow because
borrowerst 0b|lgﬁél ons had not yet matured, has been
denied. (First National Bank in Olney A/ T.C. 76k,
afftd, 368 F.2d 164; FirstCommercial Bank, 45 T.C. 175.)

Appellant argues that the case of Unjon
t B town v. United States, 737 F.
Supp. 753, 3aRd the Franchise Tax Board Legal Ruling 31k,
Aug. .25, 1966, control the instant situation. However
\t(he fatct ual dlffelrencles an tt.he Unlrc]m tNa}lonalthBank of t
ounFs own case clearly distingursh it fromthe presen
Q' appeal .. There the supstituted experience was reglly t he
experience of old banks which in effect had become part
of the new taxpayer bank. First National Bank in Olney,
supra; Eirst Conmercial Bank, supra.) The above [egal
ruling alTows use of the statew de factor for years when
.an_associ ation was inactive or in the process of liquida- -
tion,but neither of these situations is present here.

| Appel | ant al so_chal | enges the constitutionality
b of regulation 24348fa . Thi s contention is based pri -
. marily on the equal ‘protection clause of the Fourteenth
Amendnent to the United States Constitution which appel-
! | ant argues is violated by the regul ation's unreasonabl e’
S and arbrtrary discrimnation between savings and | oan
associations on the basis of their dates of creation.
Since this appeal includes clainms for refund, we will
consi der constitutional questions. ( ] e
Ol Corp., Cal. St. Bd. of Equal., M. & 19°5Q.)
However, we are not convinced that unconsf’;itutionql_
discrim bat_l on exists here, The regulation's provision
that associations may use their own |oss experience
during the depression years, and that associations which.
di d 'not exist during that period may use the average
statewide loss experience, seems to be a reasonable
. : attempt to allow all associations the benefit of the
Q hi gh * loss experience of the depression in the computa-
" tion of the additions to their bad debt reserves. (See
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dppeal of La Jollg Federal Savinrs and Loan Association,
Cal. St. Bd. of Equal., Aug. 5, 1968, In dealing with
taxation, the utmost latitude under the equal protection
clause nust be afforded a state in defining ca}?egorles
of classification. (A lied Stores of Chio, Inc, v.
Bowers, 358 U.S. 552 (3 L. Ed. Zd 4805, Appeals of

Pacific Coast Properties, Inc,, et al,., Tal. St. Bd.
of Equal., Nov. 26, 1968.)

W nust conclude that the Franchise Tax Board
correctly determned that the additions to aploellant's
reserve should be conputed by use of appellant's own
avai | abl e exBerl ence during the selected 20-year period,.
rather than by use of the statew de average ‘experience.

The second issue of this appeal is concerned

with appellant's contention that its own average bad
debt |'0ss experience during the period 1928 through 1947
was .263041 percent when conputed by use of the date of
forecl osure method, which appellant states is nore favor-
able than the date of sale nmethod used by respondent.

pellant has submtted a copy of its computations and
the Franchise Tax Board has submitted a critical analysis
of them A taxPayer appealing froma Franchi se Tax Board
determ nation of reasonable additions to the bad debt -
reserve account has the heavy burden of proving that the
board abused its discretion. “(First National Bank in
Olney, r a , 44 T.C. 764, affta, 368 F.2d 164; Appe

of The United Savings and Loan Association, Cal. St. Bde
of Equal., Nov. 19, 1968,) In the instant situation,
after considering the information and argunments submitted

by both parties, we do not think that appe?lant has
carried this burden.

o It is also relevant to note that the allowed
additions to appellaant!s reserve for the incone years-
I n question, nanely 1A59,J060, 1961 and.19+A2.were
$22,614.40, $25,149.93, $29,775.71 and $32,8.8.67,
resPectlver. During these years appellan% did not
suffer any "bad debt [osses. he reasonabl eness of
additions’ to a reserve is nmeasured in Part_ by their
adequacy in absorbing the | osses actua IX7|ncurred.

gFII‘St Commercial B supra, 45 T.Ce 175; %ppeal of
ecurit -l rst N t:&:/mc;, Banl, ,C&‘L‘.. St. Bd. O Equal., L
Nov. 19, 1968; _ [a Jolla Federal Savings and =
Lga.n_Asﬁ%Lal_an, supra.) W& concl ude that the .15275
%ercerﬁtaigde etermined by the Franchise Tax Board nust -

e upheld.
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.anqounts of $163.20, %(?Lthz.Bl and $8,893.68 for the

opeal I : I .

ORDER

Pursuant to the views expressed in the opinion
of the board on file in this proceeding, and good cause

. appearing therefor,

IT ISHEREBY ORDERED, ADJUDGED AND DECREED,
pursuant to section 25667 of the Revenue and Taxation
Code, that the action of the Franchise Tax Board on the
protest of Fullerton Savings and Loan Association against
roposed assessments of additional franchise tax in the

income years 1959, 61 and 1962, respectivel%/, and
pursuant to section 26077 of the Revenue and Taxation
Code, that the deemed disallowance by the Franchise Tax
Board of the claims of Fullerton Savings and Loan
Association for refund of franchise tax in the amounts

of $6,188.22, $6,960.17, }.1463.26 and $E «3%5.75 for

the income years 1959, J’.960, 1961 and 1965, respectively,

be and t he same are hereby sustained.

Done at Sacramento . fj=lifornia, this 2nd day

of June 4 1969, by the state Board of Equalization.

(/(/ » Chairman

Qﬂ»\é Qi"!«‘tt-- s Member
(;ﬂ?(gl«/%g_’__, Member

, Member

g Member -

ATTEST: E_ecretary ’
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